I. INTRODUCTION
Under the Kyōto Protocol 1 developed countries collectively committed to reduce greenhouse gas emissions by at least 5% below 1990 levels during 2008 to 2012. A core element of the Protocol was that a price should be set on greenhouse gas emissions.
National emissions trading schemes ("ETSs") are a prime mechanism to achieve this price. These ETSs might ultimately be linked thereby establishing a global market. A number of jurisdictions have now implemented ETSs. For example, the European Union With the gradual introduction of these national and sub-national ETSs the possibility of linkages emerges.
2 However, to date no regimes have been linked across borders, although there is considerable literature about how, in the abstract, this might be achieved. It is proposed in this paper to examine these principles in the context of an existing ETSthe TMG ETS. Whether this regime is amenable to linking is especially significant given that it is being promoted as a blueprint for other sub-national jurisdictions.
3 * Associate Professor, Law School, James Cook University, Cairns, Australia; Adjunct research fellow in Business Law and Taxation, Faculty of Business and Economics, Monash University, Australia. 1 Protocol to the United Nations Framework Convention on Climate Change, available at www.unfccc.int.
TMG is a member of the International Carbon Action Partnership ("ICAP"). ICAP is an
open forum comprised of public authorities and governments that have established or are actively pursuing carbon markets through mandatory cap and trade systems with absolute caps. It provides a forum to share experiences and knowledge especially with a view to facilitating future linkages. Japan is an observer. See http://www.icapcarbonaction.com/.
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It is first proposed to discuss in more detail the concept of linkage and its perceived advantages and disadvantages. The features of the TMG ETS will then be outlined followed by an overview of the principles derived from the literature on linkage. Finally, the TMG regime will be assessed in the context of these principles with a view to identifying whether the features of the regime create any barriers to linkage and, if so, how these might be overcome.
II. LINKING -ADVANTAGES AND DISADVANTAGES
The prime aim of linking two regimes is to create a larger market that would see price fluctuations dampened and the influence of speculators and market manipulation reduced. The price signal might also be more credible in the sense that linking suggests that a domestic ETS is a long-term commitment less prone to the lure of short-term discretionary domestic policy. Greater price certainty would be more amenable to commercial activity. 4 A larger and more diversified market should also provide greater opportunities for credit acquisition and emissions abatement and assert downwards pressure on the carbon price leading to a more cost effective emissions reduction outcome. Funds would flow to those jurisdictions with a lower cost of abatement (i.e. those that had most effectively reduced their carbon emissions below their targets and so were characterized by excess credits) so favouring and supporting such jurisdictions and leading to a more efficient allocation of resources. The world would become greener, cheaper.
In addition to the economic case for linking some political advantages are also envisioned. Enhanced cost effectiveness and the ability to point to international partners might render stricter domestic targets more acceptable. Also linking domestic regimes would complement inter-country trading under the Kyōto Protocol as well as provide a fallback structure to the Kyōto regime. 5 //www.oecd-ilibrary.org/environment/towards-global-carbon-pricing_5km975t0cfr8-en. 5 The Kyōto Protocol established three market based mechanisms under which carbon permits might be effectively traded. Initially developed countries receive an assignment of units relative to their emissions "budget" (known as assigned amount units ("AAUs"). Developed countries are also granted removal units ("RMUs") in relation to domestic activities resulting in the net removal of greenhouse gases. RMUs and AAUs may be converted into emission reduction units ("ERUs"), the latter through a "joint implementation project", namely a project that allows developed countries to work together by jointly implementing initiatives that reduce overall greenhouse gas emissions. Finally, there are certified emission reduction both sends a message of approval to linkage partners and also one that might help to engage the big polluting countries, especially the USA. 6 The case for linkage focuses primarily on the global benefits. A disadvantage of linking though is that the likely reduction in the carbon price, together with the ability to purchase foreign credits, may result in lower emissions reductions in a given jurisdiction, although globally the reductions exist. For this reason a jurisdiction may seek to compromise the desire to be part of a larger market with a cap on the amount of foreign credits that may be claimed, thereby ensuring some level of local reductions.
There is also the potential to import price volatility from a linkage partner and the potential negative distributional consequences for a jurisdiction. The later includes not only the potential for wealth to flow to other jurisdictions with lower marginal costs of abatement but also the loss of ancillary benefits that might come from domestic emissions abatement (rather than the purchase of foreign credits), such as reduced local pollution, increased energy security, encouragement of R&D and general economic stimulus. Furthermore, for a particular jurisdiction not all potential linkage partners may be welfare enhancing. Some may seek to adjust national caps and game the linkage. Domestic policy objectives may be compromised by the need to amend an ETS to effect linkage or by any resultant fall in the carbon price, especially where there are different priorities between the linked jurisdictions given to cost containment over environmental effectiveness. There is also likely to be some loss of sovereignty by each government over their regime arising from the need to accommodate the views of the linkage partner. Ultimately, the decision whether to link is one requiring the identification of, and a trade-off between, the various advantages and disadvantages with the possible expenditure of political capital.
III. THE TMG SCHEME Pursuant to the Kyōto Protocol, Japan committed to reducing its emissions by 6% relative to 1990 levels by 2012. Although the national government experimented with variunits ("CERS") generated from developed countries investing in projects that either reduce emissions or sequester carbon in sinks in developing countries, the so-called "clean development mechanism" designed to draw developing countries within the Protocol. The intention was that CERs and ERUs can be used by countries to comply with their emission limitation targets under the Protocol or by operators of installations covered by domestic ETSs in order to meet their carbon emission obligations or can be assigned to other countries. ous small scale voluntary ETSs, 8 in response to sustained business resistance the implementation of a national regime was continually deferred. 9 The difficulties presented by the Japanese political system of formulating and implementing policy involving multifaceted political issues, such as environmental reforms embracing fiscal measures, have been documented. 10 The government has even admitted that its 2010 United Nations climate change conference pledge to reduce emissions by 25% relative to 1990 by 2020 may be no longer viable 11 and surprised many observers by withdrawing from the Kyōto Protocol at the end of the first commitment period.
12 With this withdrawal and a change of Government in 2012 the country's national climate change policy, including her 8 In particular, "JVETS", a regime based on the EU system. Unfortunately this scheme had only attracted a small number of participants. For participating firms, one third of the cost of new facilities to reduce emissions was borne by the Government. Firms were initially allocated emission allowances and set targets (absolute, not intensity based). Those that failed to achieve their targets could purchase excess credits from firms that had exceeded their targets (or use j-CERS from Clean Development Mechanism projects) or return the subsidy to the Government: S. MONJON, Implementation of an emission trading scheme in Japan: some food for thought, emissions reductions commitment, has been reoriented away from domestic reductions to providing emissions reduction technology to developing nations.
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Against this background of procrastination at the national level, cap and trade ETSs have operated in Tōkyō and Saitama 14 since 1 April 2010 and 2011 respectively. Although sub-national schemes, they are not insignificant. For example, Tōkyō's greenhouse gas emissions totaled 59.6 million tonnes in 2006 putting it on par with countries such as Denmark and Norway. 15 In the first three years of operation of the TMG regime emissions reductions of 13%, 22% and 22% respectively have been reported, 16 suggesting that it has been highly successful. The features of the regime can be outlined as follows:
17
-The scheme is mandatory and covers approximately 1,400 commercial and public facilities that have a total consumption of fuels, heating and electricity of at least 1,500 kilolitres per year (crude oil equivalent applying a conversion factor to other energy sources consumed supra note 20, at pages 2-9 for discussion of the green electricity certification (and also the city solar energy bank) initiatives that may give rise to these credits. 22 BOE, supra note 15, at paragraph 3.4.1. 23 Registration is required along with adherence to monitoring, reporting and verification rules.
Credits up to one third of a company's obligations only may be relied upon: Id. 24 6% for factories and most buildings, otherwise 8% for buildings and facilities in which air conditioning and heating from district cooling and heating plants make up 20% or less of energy consumption. Base year emissions are calculated as the average of any three consecutive years between FY2002 and FY2007. Updating of the permitted emissions is available upon a change in floor space, purpose of use or amount of equipment used. There is also scope to ameliorate this reduction level for the following fiscal year period (by ½ or ¼) if certification as having made outstanding or excellent progress with regards to the implementation of measures against global warming is obtained and this can be maintained. One rationale for this measure is to accommodate (mainly) new businesses that had already achieved substantial emissions reductions and might find it difficult to achieve further significant reductions from the base year amounts. 25 RUDOLPH / KAWAKATSU, supra note 18, at section 3.1.
rationing following the Fukushima incident, the first commitment period caps were met in the first two years.
26
-Allowances are allocated free of charge according to the grandfathering method based on the base year emissions adjusted for the 6/8% or 15/17% reduction. A reserve of allowances is maintained to be issued to new entrants based on their average actual emissions over two to three years. 27 Where emissions levels fall below 1,000 kilolitres for the previous year or 1,500 kilolitres for three consecutive years the facility may leave the program.
-Emissions reports lodged with TMG are to be verified by a registered third party verification agency. The calculation of emissions is based on the consumption of gas and electricity converted to carbon dioxide equivalent emissions measured in metric tonnes using an emissions factor. Overall, the monitoring, reporting and verification procedures are thorough.
28
-Penalties are imposed in the event of a breach of the emissions cap. At first instance the entity will be ordered to acquire credits (or make reductions) equal to 1.3 times the shortfall. If this order is not complied with then punishment can include fines of up to 500,000 Yen (payment of which does not absolve the breach), publication of the breach and payment of compensation to TMG for purchasing allowances on behalf of the non-compliant entity.
Other penalties apply, for example for failing to lodge a report. 29 The penalty system is considered stringent.
30
-Each facility has an account with the Registry of Reductions. A record needs to be made when acquiring, transferring or using excess reduction or offset credits to fulfill obligations. Only excess credits beyond the annual reduction obligations may be traded once the reductions have been verified and converted into credits in a trading account upon application. 31 Excess credits up to half of the entity's base year emissions calculation may be sold. TMG has no part in the sales process other than to provide a website for participants to engage via and the holding of annual "matching" seminars. It has been sug-26 93% of covered facilities reduced their emissions by in excess of the required first commitment period amount by the end of the second year with 70% having also achieved their second commitment period reductions of 17%: "The Tokyo cap-and-trade program achieved 23% reduction in the 2 nd year", TMG media release, 21 January 2013. 27 With the execution of specified energy saving measures assumed, thereby denying new entrants the opportunity to inflate their allowance. 28 RUDOLPH / KAWAKATSU, supra note 18, at section 2.2. 29 Generally see http://www.kankyo.metro.tokyo.jp/kouhou/english/index.html. 30 RUDOLPH / KAWAKATSU, supra note 18, at section 3.1. 31 In contrast to the EU regime that allows for trading prior to verification. The rationale for the TMG procedure is to encourage facilities to rely primarily on reduction strategies rather than trading: DUPONT, supra note 20, at appendix 2. In the year following the end of the five year commitment period credits will automatically be entered into the trading account once excess reductions are verified by TMG.
gested that the trading mechanism results in high transaction costs and hampers the efficiency of the market.
32
-As with the commitment period, the compliance period is also five years. Whilst an emissions report must be lodged by the end of November each year, and any reductions exceeding the annual obligations may be traded once verified by TMG, any deficiencies do not need to be made up (through purchases of credits) until the end of the five year commitment period. In lieu of selling credits arising from excess reductions at the end of the first commitment period they may be banked and used in the second commitment period 33 but borrowing for the purposes of trading is not allowed. -TMG reserves the power to implement certain measures to intervene in the market to contain the cost of allowances. In particular, the supply of allowances may be increased by expanding the supply of offset credits, for example from reduction activities by SMEs or, as a further measure, increasing the use of credits from outside Tōkyō or enabling the use of Kyōto credits (which otherwise are not accepted). It is not expected that this measure would be utilized except in extreme circumstances and following consultation.
IV. PRINCIPLES FOR LINKING ETSS
Links might be unilateral, bilateral or multilateral depending on the extent of reciprocal arrangements. Furthermore, an ETS may link with another directly or indirectly. The latter may occur, for example, where two ETSs approve the use and trade of Kyōto CERs and ERUs in which case the international market for these allowances extends to and influences the carbon price in both markets. Thus if a higher carbon price in one jurisdiction was to lead to the purchase of CERs on the international market resulting in their scarcity then this will contribute to pushing up the carbon price in that other market. Furthermore, indirect linkage may occur where direct trading between two regimes is conducted through a clearing house, which might be necessary to counteract differences between the two systems (such as methods of calculation).
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As observed above, whilst linking is generally advantageous, issues can arise with linkages where the environmental objectives within one ETS are pursued with less strin-32 See DUPONT, supra note 20, at pages 2-9 for a description as to how the market operates. gency thereby impacting on the achievement of the environmental objectives of the other regime. In a less stringent regime the price is likely to be lowered reducing the incentive to innovate and reduce emissions: cost containment is weighted more heavily over environmental effectiveness. The effect on market functionality and the relative competitiveness of entities operating under each regime are also considerations relevant to linking, although whilst differences can lead to competitiveness distortions these will arise in any event regardless of whether the regimes are linked. It will be observed from the discussion below that few design characteristics of an ETS are critical to whether systems may be linked, as distinct from whether they should be or whether linkage is politically acceptable to the domestic constituency. The fundamental design issues in establishing an ETS and their implications for linking compatibility are considered below, 36 roughly in order of significance.
37

Intensity versus Absolute Targets
An ETS may mandate that entities not exceed targets expressed as emissions per unit of output or activity or even per unit of input. These are known as intensity or relative targets. One limitation of such targets is that emissions may continue to increase as a result of increases in activity. They are thus more liberal than absolute targets, although in both cases the stringency of the targets is a critical consideration. Typically absolute targets are set by reference to the historical emissions ("grandfathering") with a reduction factor applied or "benchmarking". Whilst it may be possible to link intensity based and absolute target ETSs, 38 participants operating under the intensity regime are likely to be able to financially benefit from the sale of excess credits due to the more liberal nature of intensity targets, resulting in a welfare transfer. Also an intensity based regime may impact on the environmental effectiveness of the combined regimes as output increases will increase the number of allowances available. Furthermore, as under an intensity regime allocations may be given out only once the current output data is known (and not in advance as with absolute targets) this could result in a liquidity shock for the absolute scheme at the moment of adjustment. Notably the EU has ruled out linking its ETS with schemes based on intensity targets.
39
One circumstance where linkage to an intensity based regime may be less of a concern is if the regime is that of a Kyōto ratifying country where an overall national cap is imposed on emissions and the allowances of the national ETS are shadowed by and/or convertible to Kyōto units. In such circumstances, there should not be any environmental compromise associated with linking since increased emissions will need to be offset elsewhere in the economy, or through purchase of Kyōto units. 
Ex-post Adjustments of Allowances
Emissions limits are specified over a period usually described as the "commitment period". They are typically established at the start of that period. Systems which allow for subsequent adjustments as a price controlling measure are unlikely to be attractive as linkage partners. Such a measure could enable politically-motivated market influence and undermine the market. 41 Any system which contains such a measure that detracts from the free rein of market forces would reduce the environmental integrity of any other system to which it was linked.
Market Interventions and Price Caps
Aside from adjusting allowances, market intervention is conceivable through other, possibly more subtle, measures. Differing views exist as to whether these mechanisms should be built into an ETS. Some view a system where the market dynamics are free to operate as preferable whilst others prefer the government to be able to step in as an emergency measure to correct market imperfections, such as those caused by speculative practices. Where systems are linked then if one permits market interventions the effect will be to impact both systems. This may form a barrier to linking 42 although the very fact of linking and expanding the market can reduce the risk of speculation and price spikes.
39 KIMURA / TUERK, supra note 8. Also see OECD 2002, supra note 4, at paragraph 3.5. At sub-paragraph 3.5.5 the OECD outlines a gateway mechanism that might be utilized to prevent transfers to the absolute sector that would impact on the environmental effectiveness of that sector. 40 BLYTH / BOSI, supra note 36, at paragraph 2.3. 41 MACE et al., supra note 36, at paragraph 3.4.4. 42 See the grounds for the pessimistic conclusion by J. ANDERSON / M. MEHLING / H. VAN ASSELT in the briefing document to the In particular, if an ETS without a price cap is linked to one with a cap (or other cost containment measures), 43 the cap will effectively establish the maximum compliance cost for both regimes. Where the allowance price (in the uncapped jurisdiction) is above the price cap entities operating under the ETS without the cap will purchase allowances from entities operating under the ETS with the cap undermining the environmental integrity of the uncapped scheme. The extent to which the price cap (or other cost containment measures) may discourage linking depends upon how much the price cap (or trigger price) approximates the expected marginal abatement costs. Less concern may arise if the price is set so high as to amount to a true emergency measure only.
It can be expected that this may be an ongoing issue as new ETSs emerge, especially those with a broad coverage and that are likely to be price takers in a larger market. Governments are likely to require their regimes to display a large degree of regulatory certainty and price stability and predictability, at least in their early years, to garner political support. Thus cost containment measures, such as price caps or offset credit provisions, may have a higher priority than ensuring that the regime is designed with linkage in mind. 44 The ultimate question for any prospective linkage partner will be whether the measure is intended to be readily employed for cost containment purposes or only in emergencies as a last resort.
Banking, Borrowing and the Commitment and Compliance Periods
Where an ETS allows an entity to retain allowances to be offset against its emissions obligations of a future period this is known as banking. This is not problematic where it reflects mitigation methods or excess purchases over needs (rather than over-allocation of free allowances). However differences in the stringency of banking rules can lead to competitive advantages in favour of entities operating in the less stringent regime.
Borrowing means that an entity is allowed to use allowances expected to be granted in a future period to cover current emissions. Borrowing may be problematic for the integrity of an ETS because it might encourage lobbying for a relaxation of future targets by entities that have borrowed and poses the risk that such entities may terminate their activities after having utilized their future allowances. Thus an ETS that allows borrowing is less attractive as a linkage partner given the risk of weakening the environmental effectiveness of the partner scheme. Not only is it preferable that the rules on banking and borrowing be consistent across two linked schemes but the same considerations mandate that the period over which there is a commitment to reduce emissions and any compliance or trading intervals within this period should be the same. 46 Where there are discrepancies in these rules across linked schemes the effectiveness of the scheme with the more stringent rules will be reduced because it would provide more avenues to sidestep any prohibitions on banking or borrowing. For example, excess allowances (that may not be banked) might be sold in the other scheme whilst borrowed allowances (or those from a subsequent compliance period) might be sold across to entities in a jurisdiction where borrowing is prohibited. Jurisdictions might also be tempted to "game the system" to use a new commitment period to impose less stringent obligations on domestic entities and thereby favour the entities in their jurisdiction by enhancing their potential to have excess allowances for sale. 47 
Target Stringency
The relative stringencies of targets adopted by the schemes and their enforcement are a further linkage consideration. If caps are not comparable then the less stringent regime will have the effect of impacting on the environmental effectiveness of the other scheme and lead to a wealth transfer to the more lenient country where excess credits are likely to have been generated.
However, it should be observed that it is not so much the level of the emissions target in each jurisdiction that is relevant to the capacity to link but rather the relative shortage of emissions allowances that it creates and hence the extent of the incentive to reduce emissions. Where two systems are linked and the reduction pressure in one jurisdiction is lower than the other then it could be expected that the two will converge leading to a reduction in the likelihood of achieving the environmental objectives of that jurisdiction imposing the greatest cuts.
Other aspects related to the target, such as the setting mechanism and whether it is static or dynamic (i.e. able to change pursuant to a set model), are relevant and some agreement should preferably be reached prior to linking. However, whilst differences will have an impact on the operation of each of the opposing systems none should be fatal to linkage. Rather the critical consideration is the overall level of ambition, not the specific features of the target cap. 
Limits on the Purchase of Foreign Allowances
The rationale for linkage is to establish a larger market for emissions allowances thereby reducing the possibility of wild price fluctuations and promoting efficiencies. Thus, if entities in one linked jurisdiction have excess allowances due to the more widespread adoption of clean energy then they will be able to sell these, thereby lowering the global price.
On the other hand, complete reliance on cheap allowances sourced from a linked jurisdiction will dampen the incentive effect in a particular jurisdiction to reduce domestic emissions (albeit global emissions are down). So there is a tradeoff and some jurisdictions may seek to design their ETS to place a limit on the amount of foreign and/or Kyōto credits that might be used to cover an emissions obligation.
48 However restrictions of this sort imposed by one regime and not others may generate inconsistent treatment of competitive industries across the linked markets.
Indirect Linking and Project Based Credits/Offsets
Linking to one system has the effect of indirectly linking to all systems to which it is linked. Thus if one system recognizes CERs from CDMs and/or ERUs from JIs and another does not (or limits the use of such credits)
49 then this will impact on the innovation incentive of that other system. 50 Entities in the system with the restrictions might enter into swap arrangements effectively converting any non-allowed credits into allowed ones. This issue, though, would not affect the world market where the same incentive to reduce emissions will remain. It would purely allow for the rules of a particular ETS to be side stepped.
Furthermore, where domestic regimes give rise to offsets or allowances then any prospective linkage partner will wish to ensure that the monitoring and verification procedures embedded in these regimes are sufficiently rigorous and comparable.
51 Some uniformity in the rules as to the recognition of offsets and allowances is, therefore, preferred, although if domestic offsets and allowances are shadowed by and/or convertible to a Kyōto unit (and hence satisfy the Kyōto framework for recognition) then this fact alone is likely to provide sufficient endorsement to accommodate any linkage concerns. 
Mandatory versus Voluntary
ETSs can be designed to be either mandatory regimes or voluntary. Voluntary regimes can vary in terms of their "voluntariness" where incentives for remaining in the scheme, penalties for leaving and other social pressures have an application.
Depending on how truly voluntary a regime is there may be adverse implications for any linked mandatory scheme. Allowance prices tend to be lower in voluntary schemes both contributing to and reflecting the lower innovative pressure and lower incentive to reduce emissions. Competitive distortions can occur between entities in the two regimes and the functionality of the combined systems each time market forces take effect, causing participants to depart the voluntary system. Competitiveness issues also arise where incentives are provided to encourage entities to join the voluntary scheme. 
Non-compliance Provisions, Sanctions and Countervailing Incentives
An ETS with rigorous non-compliance provisions, such as high penalties, and effective governance and enforcement might be reluctant to link with an ETS with a less stringent regime. If the penalties imposed by one regime are lower or poorly enforced then linkage will encourage non-compliance in that program with the allowances sold to entities operating in the other regime. That is, non-compliance would be exported to the country with the weakest penalty regime. 54 Where a penalty absolves an entity from the obligation to cover its emissions with allowances then the penalty effectively acts as a price cap. As discussed above, the presence of such a price cap can compromise the environmental integrity of both regimes.
A related issue may be the respective income and consumption tax treatment of gains and losses from trading in the respective jurisdictions. For example, it is conceivable that if one jurisdiction exempts ETS trading gains and/or transactions from taxation and the other does not then this could impact on achievement of the environmental objectives of the taxing regime as an incentive might exist for entities in the non-taxing regime to sell their allowances across. 55 Pressures on price distortions across the two regimes are also a possibility from inconsistent taxation regimes. Certainly inequities across the regimes would be created, although these would exist irrespective of linkage.
Similarly, if one jurisdiction has additional taxes and imposts on emissions then these will also influence the carbon price in both jurisdictions. Conversely, where one jurisdiction has in place countervailing incentives, such as subsidies or tax abatements for emit-53 OECD 2002, supra note 4, at sub-paragraph 3.7.1. 54 OECD 2002, supra note 4, at sub-paragraph 3.7.2. 55 There are numerous variables that could complicate this analysis such as the residency for tax purposes of the entities involved, the source attributed to any gain, whether the tax regimes of the respective jurisdictions are global or territorial and the application of any double tax treaty between them.
ting production or consumption then these too will impact the carbon price. Such taxes and/or incentives should be either replicated in all linked jurisdictions or eliminated.
56
Monitoring, Verification and Reporting
It is critical to the integrity of an ETS that it contains an emissions reporting obligation that is effectively monitored and audited for verification. Verification is also important in the context of the credits/offsets that are available.
If the design features of each linked ETS in terms of monitoring, verification and reporting vary markedly (in terms of stringency if not detail) then across the schemes the incentive to reduce emissions and pressure to innovate will converge at the level of the least robust scheme. 57 Each system needs to be designed so that avoidance opportunities are minimized (for example, all emitting sources of a particular participant are caught) and emissions need to be fully and reliably measured. The verification authority needs to be independent and reliable. If under one regime less stringent verification is a feature then it may be less attractive as a linkage partner. The other partner may require additional verification activities, typically using the services of an independent entity, before recognizing cross border allowances or credits/offsets.
Less important from a linkage perspective are the difference in the scope and method of the reports and, even, whether allowance or unit rights are identical as differences in the rights attached to allowances might be resolved using a clearing house intermediary.
58
Upstream versus Downstream Application
The designers of an ETS must decide upon whom to impose the requirement to account for emissions through the purchase of allowances. There is a spectrum of possibilities from imposition on producers and importers of fuels, to those using the fuels to create energy and emitting greenhouse gases (primarily the energy suppliers and some manufacturers -making direct emissions accountable) through to where the ultimate consumer of a product or service may have to account for the indirect emissions embedded in the item or service (distinguished as upstream or downstream approaches).
59 From a theoretical perspective the incentive effect away from emissions intensive activities should be the same as under either approach the ultimate consumer would be paying for the price on carbon, in the upstream approach the carbon price is reflected in the price of the fuel, 56 ROSSNAGEL, supra note 35, at 399 (fn. 31). 57 Although efforts have been made to standardize these rules: see WORLD BUSINESS COUNCIL FOR SUSTAINABLE DEVELOPMENT (WBCSD), The Greenhouse Gas Protocol -a corporate accounting and reporting standard (WBCSD/WRI, 2001). 58 See note 35. 59 The OECD 2002 report describes an approach that caps emissions at the emissions level as "direct" and one where the ultimate consumers are held accountable for the emissions embedded in the goods or services they consume as "indirect": see supra note 4, paragraph 3.3. However described the issue remains that linking is, nevertheless, achievable although systems would need to be implemented to ensure no regulatory gaps or double jeopardy.
energy, item or service. However the potentially wider coverage and administrative and compliance cost advantages of an upstream approach render it more attractive. It is possible that double jeopardy or regulatory gaps may emerge where trade occurs between two jurisdictions with differing approaches. For example, a gap may occur where one regime has an upstream application and the other downstream and an upstream entity in the downstream regime sells goods to consumers in the upstream jurisdiction. This is not necessarily a consideration relating to the linkage of the two carbon markets but more as to the integrity of the two regimes and the significance of some form of border adjustment mechanism. Thus this factor should not impact on the ability to link two schemes.
60
Sector and Gas Coverage
A further design issue with an ETS is as to what sectors or categories of emissions and
to what gases it should apply. As a general principle, the more sectors and gases that are covered the greater the potential for market efficiency and lower compliance costs.
61
Linking schemes that apply to different sources of greenhouse gases or, indeed, different gases should be achievable and actually increase opportunities for abatement and reduce costs. Each regime would, however, need a common transaction unit and adequate monitoring and verification regimes.
62
Free Allocation versus Auctioning
Essentially two methods can be adopted to allocate allowances. A government might sell them through a competitive auctioning process or allowances could be allocated free of charge in proportion to the entity's past emissions (grandfathering). In the case of grandfathering an optional feature is for each entity's allocation proportion of the total allowances to be adjusted up or down in the next period on the basis of an increase or decrease in its activity level (updating).
The allocation method needs to be such as to not affect the legitimacy of the system as a whole. The possibility of windfall profits to market participants is a risk with free (over) allocation. In the case of an auctioning system care must be taken to ensure that the auctions operate with market efficiency and integrity in mind. In particular, competitive or collusive conduct by bidders at an auction must be avoided. 63 Auctioning in one jurisdiction where the allowances are freely allocated in another can lead to wealth dis-60 See ROSSNAGEL supra note 35, who discusses the significance of the alternative approaches in some detail. Also see OECD 2002, supra note 4, at paragraph 3.2. 61 In the sense that the costs of abatement or allowances should be reduced with a wider coverage. tribution and competitive distortions between competing enterprises. However linking is unlikely to worsen the situation.
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Compatibility of Registries
Compatibility of registries and the trading platform are important to ensure the functionality of the linked systems. Preferably they should be capable of online linkage. To some extent differences may be ameliorated by the use of an intermediary clearing house.
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Kyōto Protocol Compliance
Countries that remain signatories to the Kyōto Protocol will wish to ensure that any allowances acquired from a foreign source are backed by Kyōto units which can then count towards the country's international emissions reduction obligations. 66 This could be problematic where a potential linkage partner is not a member of the Kyōto framework (or their ETS does not comply with Kyōto principles) or where it is a sub-national entity which might not be able to effect a transfer of national Kyōto units. In such circumstances, though, a gateway mechanism, which provided a procedure to ensure that transfers from outside the Kyōto framework have Kyōto allowances attached, might facilitate the creation of a linkage. Such a mechanism would also ensure that where transfers are made to entities outside the framework any attached Kyōto allowances are captured and not used inappropriately.
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Linkage to an ETS in a developing country which has no national emissions cap could also potentially contribute to a form of carbon leakage where there is a net purchase of allowances from the non-Kyōto jurisdiction.
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Views of Existing Linkage Partners
Linking to a new jurisdiction has flow on implications for any existing linkage partners. The ambition reflected by the combined schemes will settle at the level of the least stringent scheme. Issues of environmental integrity and wealth distribution will be impacted in all linked schemes by the addition of a further partner. For this reason it would be expected that any linkage agreement would contain provisions requiring the agreement of existing linkage partners to the linking of another jurisdiction. It may also be the case that a new bilateral linkage agreement would need to be formed between any new partner and each of the pre-existing linked jurisdictions. Alternatively, it might be that the addition of a partner would be an opportunity to convert a bilateral linkage agreement into a multi-lateral agreement if the framework of the former does not readily permit the addition of another partner. Regardless of the mechanics of the arrangement the critical point is that linking will result in some loss of sovereignty by each government over future decisions in relation to a jurisdiction's ETS and, in particular, as to future linkage partners.
V. THE MECHANICS OF LINKING
Whilst a detailed consideration is outside the scope of this paper, 69 once the decision is made to link two systems it will be necessary to establish the legal framework to achieve the linkage. Bilateral linkage might be achieved through either an international treaty or through reciprocal domestic legislation accompanied by a memorandum of understanding or some form of co-operation agreement or acknowledgement.
70 Sub-national jurisdictions will not be able to enter into international treaties 71 and may be constrained from entering into binding agreements by virtue of Constitutional limitations in their powers. In such a case the option of reciprocated unilateral recognition might be considered. There would still be a need for some mutual recognition memorandum 72 but such an approach should circumvent any Constitutional limitations as well as provide greater flexibility (although less certainty and control). Ultimately with sub-national jurisdictions it will be important to identify the limitations imposed upon them in relation to entering into international agreements, whether any prohibition on creating laws inconsistent with the central government would be infringed and whether there might be a breach of any retention in the central government of a power to legislate in relation to commerce, especially with foreign entities.
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In terms of any agreement, the respective jurisdictions are likely to wish to ensure both a level of control and flexibility, especially as to future membership, and an ability to sever the arrangement with a minimum of market disruption. Greater formality should provide less scope for uncertainty. Nevertheless, some uncertainty is inevitable and given the potential adverse impact on markets it could be expected that quantity restrictions might be imposed on the use of the other scheme's allowances with these restrictions gradually loosened as areas of uncertainty are resolved. Some supervisory mechanism to oversee the operation of the linked scheme and adjudicate over differences might be necessary. It may be prudent for the mechanism to require all changes to one ETS to be considered and approved by a body comprising representatives from each jurisdiction affected. Such a supranational mechanism might range from a loose cooperation between linked jurisdictions to an international organization endowed with formal powers, with the latter likely to evolve over time.
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In addition to the legal framework, the accounting and physical framework will need to be devised. Electronic linkage of the registries would be expected. Identification of eligible allowances may require some adjustment mechanism for different rights attached to allowances from the respective jurisdictions.
Ultimately, it could be expected that some harmonization will take place. In fact, the establishment of procedures to effect the linkage, such as notification and exchange of information procedures and processes for agreeing revisions and resolving disputes might blur the lines between the mere link of separate schemes and the creation of a single larger scheme.
Finally, any linkage agreement must also be forged in recognition of the general agreements on tariffs and trade ("GATT") and on trade in services ("GATS"). These agreements seek to facilitate free and transparent international trade and, in particular, prohibit discrimination on the basis of country or origin. It is conceivable that a linking agreement might raise an issue of discrimination, in particular by the recognition or refusal to recognize the emissions allowances of, or link with, a particular third country or otherwise placing restrictions on the trade in emissions allowances. An initial issue would be whether emissions allowances even fall within the international agreements. There is a strong case that they are neither products nor services within the meaning of the GATT and GATS. 75 In any event, measures implemented through a linkage agreement might be exempted as measures designed to protect the environment and hence "human, animal, or plant life or health". 
VI. LINKING THE TMG EMISSION TRADING SCHEME
The commentary identifies that in considering the attractiveness of a prospective linkage partner the overarching considerations might be categorised as follows:
-the effect on the environmental integrity of the domestic regime, -the institutional compatibility of the two regimes and the extent of engineering (and imposition of transaction and compliance costs on participants) to render them compatible, -the extent to which the economic efficiency of the domestic regime will be enhanced, and -whether differences in the two regimes raise equity considerations for residents of the respective jurisdictions.
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In addressing these considerations the design features of the respective ETSs need to be compared for compatibility. It has been suggested that the respective significance of the features of an ETS, from a linkage perspective, can be arranged in the following way:
78
Design elements where consistency is essential -absolute rather than intensity caps -no ex-post adjustments of emission allowances -no price caps and other cost containment measures -no unconstrained borrowing -continuance of trading system 79 .
Design elements where consistency is needed to reach political agreement -rules as to banking -commitment periods -comparable caps and stringency -comparable (foreign and domestic) allowance and offset crediting rules 80 -effective governance and enforcement.
Design elements that may differ where systems are equally stringent -compliance periods and penalties -monitoring, verification and reporting standards -leakage control 81 .
77 MACE et al., supra note 36. 78 Drawn generally from MACE et al., supra note 36. 79 MACE et al., supra note 36, at paragraph 3.4.5 (whether an ETS has a sunset clause or is temporary). 80 Some commentators suggest that similar rules relating to the recognition of credits are essential to linkage: BLYTH / BOSI, supra note 36, at paragraph 2.2.
Design elements where consistency is desirable but not essential -sectoral coverage
82
-allocation methodologies -treatment of new entrants and business closure -compatibility of registries.
The table below seeks to summarise the design features of the TMG ETS from a linkage perspective. The following discussion is loosely structured within this framework. Other domestic offsets/credits Renewable energy credits, Tōkyō SME reduction credits, outside Tōkyō large entity reduction credits (from 1 April 2015), Saitama credits.
Level of compulsion, governance and enforcement
Mandatory (Bureau of the Environment ("BOE"))
81 Such as border adjustment taxes or concessions for trade exposed industries. See MACE et al., supra note 36, at paragraph 3.6.3 (identical measures need not be adopted so long as they preserve a comparable level of environmental integrity). 82 Mehling draws up a similar chart but sees similar sector coverage as more than desirable (not merely optional) and also adds fungibility of allowances as a desirable feature: MEHLING, supra note74, at 115.
ZJAPANR / J.JAPAN.L DESIGN FEATURE TMG ETS
May differ where equally stringent
Compliance (trading) period Annual (1 April -31 March)
Sanctions for shortfalls Credits equal to 1.3 times the shortfall to be acquired plus fine up to 500,000 Yen and naming.
Monitoring, verification and reporting
Detailed reporting rules, independent registered verification agencies and competent BOE supervision.
Leakage control None
Desirable but not essential
Level of application Downstream (large energy consumers) Sector and gas coverage Large consumers of fuels, heating and electricity in the TMG area. Primary focus on CO2.
Allocation of allowances Grandfathering (with limited updating)
New entrants and business closure Detailed rules.
Registries and trading mechanism
Allowances measured in per tonne of CO2. Online registry maintained by TMG. Tradable allowances on application following TMG verification of emissions reductions. Allowances up to half base year emissions tradable. Website and matching seminars to facilitate trade.
Other
Kyōto Protocol (allowances shadowed by Kyōto units -i.e. convertible to ERUs)
No Existing linkage partners Saitama
Design Elements Where Consistency is Essential
Importantly the regime imposes absolute caps, does not allow for ex-post adjustments and is intended to continue indefinitely. However of undoubted concern to any perspective linkage partner would be the reservation of the right by TMG to implement cost containment measures should the price rise too high. At the same time TMG is concerned as to lowering the price of allowances if it links to another regime. 83 Notably the policy behind the TMG regime is predicated on a much higher price than, for example, the current EU price. However the ease with which the TMG caps have been met has meant that few trades have occurred and, with the large stock of excess reductions, 84 downwards pressure on the price in the future could be expected notwithstanding the original policy intent and inefficiencies in the market framework. As linkage with another scheme would contribute to this downwards pressure on price, the emergency conditions on which implementation of the cost containment measures is predicated would be unlikely to arise, although the mere existence of these measures could generate market uncertainty.
Design Elements Where Consistency is Needed to Reach Political Agreement
The TMG regime permits banked allowances from the first commitment period to be utilised in the second commitment period. It is not proposed at this stage, however, that the banking option be extended into the third commitment period and this may raise some compatibility issues. On the other hand, with the considerable bank of excess allowances the environmental integrity of the Tōkyō scheme is enhanced by this denial of the further carry-over of credits.
As to these commitment periods, the TMG creates five year periods and does not require reconciliation between emissions and allowances annually. The five year commitment period should limit the opportunity for TMG to game any linkage to the advantage of domestic businesses -that is, set weak caps thereby providing local entities with the opportunity for excess credits which might be sold to foreign entities.
The TMG first commitment period caps (set at a 6/8% emissions reduction) appeared reasonably stringent at the outset of the regime but in the event they have been easily achieved. The second commitment reductions from 2015 have increased to 15/17%. The level of stringency would clearly be an important consideration for a linking jurisdiction.
84 Twenty two trades had occurred by December 2013: M. KANEKO, Tokyo cuts CO2 emissions but hoards credits, in: The Japan Times, 14 March 2014 , available at http://www.ja pantimes.co.jp/news/2014 The price details are kept secret (unless voluntarily declared by market participants) although there is report of one trade at 142 US$ per tonne: RUDOLPH / KAWAKATSU, supra note 18, at section 3.2. TMG records reveal that while no trades in excess allowances occurred during FY2011 (the first year of possible trading) one occurred in FY2012 (as at 28/2/13) with a further eight trades in other forms of credits. Nine entities did convert excess reductions into tradable credits. Two attempts to auction credits by the TMG met with limited successthere were no expressions of interest on the first advertised occasion and only one sale on the subsequent occasion (at 10,000 Yen per tonne). The TMG auctions are meant to provide a price signal -preferred at between 8,000 Yen to 10,000 Yen (80 US$ to 100 $) per tonnebased on survey information and an annual "matching" seminar. Furthermore, it is anticipated that the involvement of market place intermediaries will assist in establishing a market price. Notably no trades between Saitama and Tōkyō based entities had occurred as at April 2013: Meeting with TMG officials, 5 April 2013.
The ETS allows for offsets generated under certain domestic regimes. Whilst these regimes provide for supervision and verification the specifics would need to be assessed to the satisfaction of the other jurisdiction. The regime recognises allowances generated under the Saitama ETS.
85 Again a prospective linking jurisdiction would need to satisfy itself as to whether this indirect link was acceptable. The lack of sanctions supporting compliance with the Saitama regime might be a particular issue given the possible downwards influence on the price that can result from linkage to an, effectively, voluntary scheme. Importantly, the TMG regime is mandatory and subject to stringent monitoring, reporting and verification rules enforced by TMG officials at the Bureau of the Environment with the assistance of third party verifiers.
Design Elements that May Differ Where Systems are Equally Stringent
Generally, political agreement to linkage may be more difficult where design features of the other regime provide competitive advantages and/or the potential for wealth transfers to entities within its jurisdiction. This is most likely where the other jurisdiction weighs cost containment more heavily over environmental impact thus reflecting a lower level of ambition in the design of its ETS. These design differences may not generate legal impediments to linkage, and any competition concerns are likely to exist irrespective of whether the regimes are linked, but the differing level of ambition may impact on the political will to link.
The TMG scheme has been recognised as fulfilling most of the requirements for a sustainable ETS. Suggestions for improvement have included extending gas and sector coverage, tightening the caps, phasing in auctions rather than grandfathering and freeing up the allowances market. 86 Other than the level of stringency reflected by the caps, these factors are not especially contentious from a linkage perspective. Whilst the TMG regime requires annual reporting the need to reconcile emissions with allowances does not arise until the year following the five year commitment period. It is at that stage that most trading in TMG allowances might be expected. Thus crossborder purchases of allowances might be expected to be "lumpy" (after each annual reporting period or, more likely, at the end of the commitment period) rather than evenly spread, so possibly contributing to price fluctuations.
The penalty regime appears stringent. By virtue of the first level penalty for excess emissions being a requirement to purchase 1.3 times the amount of allowances that would otherwise have been required it is, thus, set by reference to the market price thus preventing the penalty from acting as a de facto price cap.
As noted above, the TMG regime is subject to stringent monitoring, reporting and verification.
85 There is mutual recognition as TMG allowances may be relied on by Saitama based entities. 86 RUDOLPH / KAWAKATSU, supra note 18, at section 4.
It is conceivable that facilities operating within the jurisdiction of TMG might relocate, effecting carbon leakage. In the absence of similar regimes operating throughout Japan the only way this possibility might be mitigated would be for TMG to provide some concessions for types of facilities most able or likely to relocate. This does not seem practical though and might raise equity considerations. The absence of these concessions limits the opportunity for wealth transfers from linked regimes and the creation of competitive distortions favouring TMG entities over competitors resident in the linked jurisdiction although this later possibility would arise in any event irrespective of linking.
Design Elements Where Consistency is Desirable but not Essential
It has been suggested that due to the TMG regime operating as a downstream scheme, linkage to a scheme with an upstream bias would seem difficult. 87 Transactions across upstream and downstream regimes can present issues of 'doubling up' or regulatory gaps. For example, entities exporting coal and gas from an upstream jurisdiction to Tōkyō could (in the absence of exemptions or compensation) have been subject to an ETS on the basis that either they may have been liable to account for emissions directly or will have built into their cost structures increased charges levied by upstream entities (such as those generating power) arising from the need for these entities to account for emissions or may even be liable for emissions "embedded" within the substance acquired. At the same time the facilities subject to the TMG regime consuming energy (derived from the coal and gas) will also have to account for carbon emissions. Notably this is an issue regardless of linkage. In any event, the likelihood of doubling up in this example may be more perceived than real as the power utilities primarily importing the coal or gas are unlikely to be within the jurisdiction of TMG. The downstream focus of the TMG regime, on large consumers of energy, results in its coverage extending primarily to commercial buildings, in particular, office towers, 88 a narrow sectoral coverage. Furthermore, almost the entire primary focus is on carbon dioxide emissions to the exclusion of other greenhouse gases. However, notably, the literature does not recognise any serious issues with linking regimes of differing sectoral and gas coverage.
The TMG regime adopts the grandfathering method of allocating allowances. Linkage to a regime with an auctioning system would have a wealth distributional impact, with TMG scheme participants likely to benefit. Some competitiveness issues could also arise.
87 See RUDOLPH / KAWAKATSU, supra note 18, citing interviews with BOE officials. 88 Around 80% buildings and the balance factories: BOE, supra note 15, page 11.
The TMG regime has developed detailed rules for the treatment of new entrants and business closure.
89
As to register and trading system compatibility, TMG allowances are expressed in metric tonnes of carbon dioxide although various conversion factors are used and it could be expected that a linkage partner would need to be satisfied that these are sufficiently robust. The TMG system (relying on a website to provide for bilateral trades of allowances first certified by TMG as excess) is inefficient and would be expected to generate high transaction costs. The registration and online trading system could be further developed with compatibility in mind.
Other
Kyōto Protocol: Jurisdictions that remain parties to the Kyōto Protocol may wish to ensure that any allowances acquired from a foreign source are backed by Kyōto units which can then count towards the country's international emissions reduction obligations. 90 This could be problematic for a country formulating a link with TMG given Japan's decision to leave the Kyōto framework. In any event, it would not be clear how a sub-national entity, such as TMG, could effect a transfer of Japanese Kyōto units although, as noted above, a gateway mechanism, which provided a procedure to ensure that transfers from outside the Kyōto framework have Kyōto allowances attached and where transfers are made to entities outside the framework any attached Kyōto allowances are captured, might be employed.
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Potential linkage partners might be concerned that linkage to an ETS of a country which has no national emissions cap could also potentially contribute to a form of carbon leakage, 92 although Japan has reiterated her commitment to reduce emissions. The Saitama link: Were TMG to wish to link with another regime then it may need to defer to Saitama for their position on any linkage proposal.
Philosophical Compatibility
It might be suggested that the TMG regime has a fundamental philosophical difference to a truly market based "allowances" regime premised on harnessing market forces to bring about emissions reductions. A truly market based regime would be expected to encompass both an initial allocation of allowances via auction together with an unfettered right to immediately trade in these allowances. In contrast, the TMG regime has 89 The structure of the TMG regime (especially free allocation and coverage dependent on consumption of energy not level of emissions) mandates the need for complex "new entrants" and "business slow down / closure" rules. 90 Linking to or between systems outside the Kyōto Protocol is feasible although not contributing to a negotiation of a global burden sharing regime: see TUERK et al., supra note 44, at 344-345. 91 STERK / SCHULE, supra note 6, at 426. 92 TUERK, supra note 68.
greater regulatory involvement and might be more aptly described as a "reductions" system. Reduction targets are specified and only if these are met to the satisfaction of TMG may any excess reductions then be converted to allowances which can be traded.
Essentially though, apart from timing issues as to when credits are available for trading (upon the initial allocation or acquisition versus upon application once excess reductions for an annual compliance period are verified) both approaches are focused on generating a financial incentive to reduce emissions. The "asset" that a TMG entity with verified excess reductions acquires may be disposed of to another entity, providing the recipient with a right to greater emissions. In this sense both approaches provide for trading in emissions allowances, only the TMG regime is post the event in the sense that an entity must already have a verifiable excess in emissions reductions rather than a mere expectation that it has excess allowances that it can trade. 93 It is suggested, therefore, that any philosophical differences should not amount to a barrier to linkage although it is conceded that the requirement for TMG to verify reductions prior to a tradable asset emerging and the subsequent mechanism for trading may hinder trades across a linked market.
Mechanics of the Linkage
A further consideration is the legal framework to achieve linkage. As discussed above, between national schemes the options are a binding international treaty or a non-binding political acknowledgement. Sub-national jurisdictions are unlikely to be able to enter into international treaties and may be constrained from entering into binding agreements by virtue of constitutional limitations on their powers in which case the option of reciprocated unilateral recognition and legislation might be considered. Under the Japanese Constitution there is no express power in local governments to enter into an international treaty. Thus the preferred option for TMG might be a nonbinding memorandum with a linking jurisdiction backed by reciprocal legislation. Arguably such an arrangement would not breach the Constitution as, in fact, the TMG ETS has been carefully crafted to avoid creating property rights, the province of the national government.
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Political Will
There are unlikely to be any legal obstacles to linking the TMG ETS that may not be resolved employing technical "fixes". However such "fixes" may require some com- The TMG approach may be attributable to the Constitutional limitations on TMG creating property rights. One implication is that the market takes a secondary role with the regime placing greater emphasis on reducing a particular entity's emissions rather than focusing on reductions by those entities where the marginal cost of abatement is lowest. 94 Ibid. ZJAPANR / J.JAPAN.L promise to the policy underlying each ETS and impose additional transaction and compliance costs. Thus, the extent to which these "fixes" are acceptable depends upon the political will to link.
Discussions with officials from the TMG in April 2013 95 revealed that little political will to link existed. The vision within TMG is that the TMG regime is the first of what will become a network of tier two ETSs implemented by local governments and major cities throughout Japan. These will support a first tier regime instigated by the national government, which regime would be a candidate for international linkages. However given the intransience of the national government to implement a fiscal response to climate change, notwithstanding over a decade of posturing, it must be queried as to whether this vision is achievable, at least in the short to medium term. On the other hand, the TMG regime has set a global precedent for city jurisdictions. Already it has been replicated by Saitama leading to a linkage of the two domestic regimes. International linkage seems a natural evolution. However with many countries now looking at linking their new ETSs, 96 any delay by TMG means that it risks missing the opportunity to shape the emerging international regime. It might be expected that once an internationally linked scheme is in place it will be much more difficult for a prospective future entrant to influence its features.
It is understood that a further reason that TMG is hesitant to seek linkage partners is that whilst the carbon price is around 100 US$ per tonne in Tōkyō it is currently nearer 5 US$ per tonne in the world's biggest carbon market, the EU. TMG is concerned that the availability of cheap foreign credits would drive down the price in Tōkyō and lead to a reduced incentive to abate and less domestic reductions.
This may be a legitimate concern, from a domestic if not global perspective, but one that might also be ameliorated by placing limits on the amount of foreign credits that may be utilised with this limit reviewed on an ongoing basis. There are, in fact, precedents for this in the restriction placed by TMG on the proposed use of outside Tōkyō credits. A similar restriction might achieve a compromise between the pursuit of domestic policy considerations whilst also allowing TMG to be part of a global network.
Furthermore, it should be acknowledged that the free allocation of units rather than allocation by auction substantially offsets the cost imposed by the higher price. An additional "fix" that might serve to partially offset the loss of abatement incentive arising from any price reduction from the recognition of foreign allowances would be for TMG to auction allowances rather than embrace free allocation.
There is a further reason why TMG should consider linking and allow some convergence of the carbon price. One rationale for linkage is to achieve competitive equilibri- um. Tōkyō based entities with an international clientele or competitors may suffer a competitive disadvantage if they face a carbon price far in excess of that experienced globally. The city is already branded as the most expensive in the world 97 and any additional cost differential imposed on Tōkyō based businesses will do nothing to enhance its world financial centre prospects and renewed export endeavours.
VII. CONCLUSION
Differences in design features of domestic ETSs are inevitable in the absence of a global standard, and, even then, local political considerations are likely to influence ETS design. Whilst these differences may generate competitive distortions between jurisdictions, few are such as to deny the ability to link regimes. In accommodating these differences, linkage may require adjustments at the margins to the domestic regimes or "fixes" 98 and so is likely to lead to a degree of harmonization. The ability to change a national system in the future would then need to accommodate the interests of linked partners.
Thus an issue for each jurisdiction is whether the surrender of some sovereignty over the freedom to design and modify its ETS is outweighed by the benefits from linkage. These benefits include greater market efficiency, more liquidity, enhanced abatement opportunities and, potentially, lower compliance costs.
99 A jurisdiction contemplating linking will also need to weigh up whether linking with a foreign regime will undermine the environmental effectiveness of the domestic regime to an unacceptable level. Domestic considerations, such as the likely effect on the carbon price of linking and its impact on business and the political acceptability of the proposed linkage partner, are also relevant. The latter might be a particular issue where (free) allowance allocation decisions in the other country provide competitive advantages over domestic businesses.
There is always a risk too that one jurisdiction may take the opportunity to enter into game playing to achieve a situation where the entities under its jurisdiction are likely to be advantaged financially from the link.
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For any government considering linking these are all questions of degree and tradeoff -a political decision as to whether the disadvantages and compliance costs associated with the link will outweigh the benefits on offer. Ultimately the issue is likely to come down to whether both regimes are perceived to share a similar level of ambition in terms of environmental objectives. This paper has identified the features of the TMG ETS and the potential issues with linking the regime to that of another jurisdiction. It has been demonstrated that linkage would seem technically feasible although presently little political will to link to a foreign jurisdiction exists. 
SUMMARY
